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“Cost Segregation Analysis:” Navigating 
Through A Rough Spot
-by Neil E. Harl* 
  The highly touted concept of “cost segregation analysis,” at least among some 
accountants, with some support from a 1997 Tax Court decision,1  with tepid support from 
the Internal Revenue Service which seemed to accept uncritically the 1997 Tax Court case2 
and	a	flurry	of	articles	by	accountants,	has	run	into	a	rough	patch	from	several	quarters,	
notably the decisions in two Court of  Appeals cases.3 The touting of the concept occurred 
when Washington, D.C. was gripped with a mania for eliminating all regulations “and 
letting the markets” shape policy.
	 Throughout,	the	Chief	Counsel’s	Office4 has staunchly maintained that “. . . anyone 
changing the method of accounting must secure the consent of the Commissioner, whether 
or not such method is proper or is permitted under the Internal Revenue Code or the 
regulations thereunder.” That message was echoed in Rev. Proc. 2015-335 which reminded 
everyone, after months and months of highly misleading publications on the part of IRS, 
that the Internal  Revenue Code6 clearly states “Except as otherwise expressly provided in 
this chapter, a taxpayer who changes the method of accounting on the basis of which he 
regularly computes his income in keeping his books shall, before computing his taxable 
income under the new method, secure the consent of the Secretary.”
So what is this all about?
 For many years, particularly since 1986, Congress has been concerned about the effort 
to allocate the purchase price among multiple assets acquired, to the distinct advantage 
of	the	purchaser.	The	first	major	effort,	for	multiple	asset	acquisitions	after	May	6,	1986,	
involving “assets which constitute a trade or business,” for purposes of determining the 
transferee’s basis in the assets and the gain or loss of the transferor, the consideration 
received is to be allocated among the acquired assets in the same manner as prescribed in 
I.R.C. § 338(b)(5).7 The resulting regulations8 listed the order of allocation – (1) cash and 
cash-like	items;	(2)	certificates	of	deposit,	government	securities	and	other	marketable	
stock or securities; (3) assets that are marked to market; (4) inventory property; (5) other 
tangible and intangible assets not in class (1), (2), (3), (4), (6), (7); (6) all “section 197 
intangibles” except for goodwill and going concern values; and (7) goodwill and going 
concern value.9
 The abuses continued and contributed to enactment in 1990 of the detailed rules for 
“applicable asset acquisitions” in I.R.C. § 1060 which marked a clear tightening up of
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 the rules governing sales and purchases of assets constituting a 
“trade or business.”10
The Peco Foods decision
 In the recent case of Peco Foods, Inc. v. Commissioner,11 
the corporation in question and its subsidiaries had acquired 
poultry processing facilities with the transactions involving asset 
allocation agreements entered into with the sellers of the properties 
they acquired. After the acquisitions, Peco Foods contracted with a 
consultant to perform “segregated cost analysis” of the properties, 
which involved subdividing the assets into categories. As became 
widely known, the result was to reduce the depreciation life for 
some assets and to allocate as little as possible for land (which 
is, of course, non-depreciable), which was referred to by one as 
assigning		a	“low”	or	“insignificant”	value	to	the	land	component	
with higher assignments to personal property and any buildings. 
Such a move is shocking from an economic perspective and is 
totally	inconsistent	with	the	governing	legislation.	Moreover,	it	
is inconsistent with all statutory and regulatory guidance. 
 Anything that deliberately undervalues an asset or classes 
of assets, as has been suggested for land, sets off economic 
distortions in the long run that can crimp economic growth.
 The result was that Peco Foods12 proceeded to assign new 
useful lives to the properties, including reclassifying 39-year non-
residential real property with straight line depreciation into seven 
to 15-year class lives with 150 percent to 200 percent declining 
balance depreciation for an additional depreciation deduction of 
$5,258,754	over	a	five	year	period.	Peco	Foods	requested	a	change	
of accounting method and submitted amended returns with new 
depreciation	schedules.		IRS	objected	and	took	the	position	that	
the allocation agreements entered into by the parties in connection 
with the sale transactions were unambiguous, enforceable and 
complete in their coverage of the assets and thus bound the parties. 
The Tax Court and the Eleventh Circuit Court of Appeals agreed. 
Peco Foods sought to elevate the residual method of I.R.C. § 
338(b)(5) over the written allocations but the courts also held 
that the residual method in I.R.C. § 338(b)(5) did not apply. 
 The courts in Peco Foods cited approvingly to Commissioner 
v. Danielson13 where the Third Circuit Court of Appeals ruled 
that a taxpayer could challenge the tax consequences of a written 
agreement “only by adducing proof in an action between the 
parties to the agreement that would be admissible to alter that 
construction or to show its unenforceability because of mistake, 
fraud or duress, etc.”
Additional authority
 The enactment of I.R.C. § 1060 added another weapon to 
the proverbial quiver.14 If a sale is of a “trade or business,” it 
is deemed a sale of individual assets.15 An “applicable asset 
acquisition” involving a trade or business is considered to be a 
sale of individual assets.
 The seller and the buyer of an “applicable asset acquisition” 
must each report information concerning an allocation of 
consideration in the transaction on Form 8594.16
In conclusion
 Taxpayers should be wary of tax professionals who advocate 
the tactics used in these cases of “segregated cost analysis” and 
risk the negative outcome of Peco Foods, Inc.
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